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Dear    Friend: 

This  down  to  earth  booklet  on  legal  issues  is  presented  and 
prepared  by  the  University  of  Montana  School  of  Law  in 
conjunction  with  the  Montana  Department  of  Agriculture  for  use  by 
farmers  and  ranchers  with  credit  problems.   It  does  not  replace 
legal  counsel  or  expert  financial  counsel,  but  will  alert  farmers 
and  ranchers  to  the  different  legal  circumstances  and  resulting 
financial  situations  with  which  they  may  be  faced. 

This  booklet  was  prepared  through  contract  provided  under  the 
Montana  Agricultural  Assistance  Program.   The  program  was 
established  by  the  special  session  of  the  Montana  Legislature  in 
March  of  1986  to  provide  financial  consulting,  peer  counseling, 
voluntary  debt  mediation,  and  legal  information  assistance. 
Information  about  the  program  may  be  obtained  by  calling  the 
Montana  Farm  and  Ranch  Hotline  at  1 -800-722-FARM . 

It  is  my  hope  that  this  booklet  and  the  Montana  Agricultural 
Assistance  Program  wilj  help  Montana's  farmers  and  ranchers  who 
are  experiencing  financial  difficulties  to  better  understand  the 
consequences  of  various  legal  action  in  order  to  make  the  right 
decisions  regarding  their  financial  problems  and  consequently, 
their  agricultural  enterprise. 

I  extend  my  best  wishes  to  you  in  your  future  endeavors  and  hope 
that  you  will  find  this  booklet  informative  and  useful. 

Sincerely, 


Director 
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DISCLAIMER 


These  materials  have  been  prepared  in  order  to  provide  general 
information  and  guidance  in  regard  to  the  matters  with  which  these  materials 
relate.  These  materials  are  not  being  distributed  as  a  substitution  or 
replacement  for  individual  legal  counsel.  Each  person  should  consult  a  lawyer 
prior  to  utilizing  these  materials,  and  prior  to  engaging  in  any  activities  with 
respect  to  the  matters  to  which  these  materials  relate. 

The  law  is  subject  to  change,  without  advance  notice.  The  law  is 
uncertain  in  some  areas.  Therefore,  the  utilization  of  these  materials  by  any 
person  represents  the  undertaking  and  agreement  of  such  person  to  hold  the 
preparers  and  distributors  of  these  materials  harmless  against  any  liabilities, 
claims,  damages,  expenses,  and/or  other  costs  that  may  be  incurred  by  such 
person  as  a  result  of  that  person's  individual  use  of  or  reference  to  these 
materials. 


LEGAL  ASPECTS  OF  DIFFICULT  CHOICES: 
FARM  AND  RANCH  DEBT 


FOREWORD 

Many  farmers  and  ranchers  throughout  the  nation  are  in  financial  trouble. 
Lou  food  prices,  declining  land  prices  and  bad  weather  are  but  a  few  of  the 
problems.  This  booklet  is  designed  to  provide  basic  legal  information  to 
Montana  ranchers  and  farmers  who  face  financial  problems.  This  booklet  was 
prepared  by  the  faculty  at  the  University  of  Montana  School  of  Law  and  is 
distributed  and  funded  as  a  service  of  the  Montana  Department  of  Agriculture. 

The  information  in  this  booklet  is  general  in  nature.  Because  the  legal 
and  financial  situations  of  farmers  and  ranchers  vary  with  the  circumstances, 
it  is  not  possible  to  provide  detailed  information  to  describe  every 
circumstance.  Rather,  the  booklet  is  intended  to  help  farmers  and  ranchers 
understand  the  legal  and  tax  questions  that  commonly  arise  when  a  farmer  is 
faced  with  financial  problems.  If  you,  as  a  farmer  or  rancher,  understand  the 
law,  you  will  be  able  to  make  better  choices. 

This  booklet  may  also  be  used  to  help  you  decide  when  to  consult  an 
attorney.  After  you  determine  that  you  are  facing  a  legal  problem,  you  should 
consult  an  attorney  right  away.  The  attorney  will  explain  exactly  how  the  law 
applies  to  your  situation  and  help  you  make  the  difficult  choices  you  face. 

CHOICES  FOR  MONTANA  FARMERS  AND  RANCHERS  IN  FINANCIAL  TROUBLE 

How  Docs  The  Law  Help  Me? 

Laws  have  been  passed  to  help  people  and  businesses  in  financial  trouble. 
Farmers  and  ranchers,  as  people  owning  small  businesses,  have  the 
responsibility  to  know  how  the  law  protects  them.  The  protection  is  not 
automatic;  you  must  know  your  rights  and  assert  your  rights. 

Obviously,  the  law  is  unable  to  change  the  weather  or  increase  the 
commodity  prices.  The  law,  however,  states  that  lenders,  suppliers  and  other 
creditors  must  conduct  themselves  fairly  when  dealing  with  the  farmer.    Often, 


the  law  provides  the  farmer  with  some  "breathing  room"  before  a  lender  or 
other  creditor  can  shut  down  the  operations  of  a  farm  or  ranch.  Even  with 
"breathing  room,"  hard  choices  must  be  made. 

What  happens  when  you  arc  unable  to  pay  all  your  debts?  Suppose  the 
lender  isn't  as  friendly  because  of  being  nervous  about  your  loan?  The  lender 
wants  you  to  sell  some  of  your  land  to  pay  down  the  balance  of  the  loan. 
Your  suppliers  hesitate  to  extend  more  credit  and  they  want  you  to  work  your 
balance  down.  If  commodity  prices  don't  increase  soon  or  if  there  is  a 
drought  next  year,  you  don't  know  if  you  will  make  it.    What  should  you  do? 

You  have  to  BE  PREPARED  to  make  some  hard  choices.  Before  you  make 
those  choices,  you  need  to  understand  the  consequences  of  your  choices.  If 
you  arc  not  prepared  to  make  the  right  choice  at  the  right  time,  you  may 
never  have  that  choice  again.  The  four  basic  choices  you  have  if  you  arc 
facing  severe  credit  problems  are: 

Choice  One:  Negotiate  with  the  Lenders 

Choice  Two:  Exercise  Your  Rights  Under  the  Foreclosure  Process 

Choice  Three:  File  for  Bankruptcy 

Choice  Four:  Voluntarily  Quit  Farming 


CHOICE  ONE:    NEGOTIATE  WITH  THE  LENDERS 

Why  Negotiate  With  the  Lender? 

If  you  arc  having  trouble  making  payments  and  you  want  to  stay  in 
farming  or  ranching,  contact  your  lender  to  see  if  you  can  arrange  a  payment 
schedule  acceptable  to  everybody.  It  is  better  to  work  things  out  with  a 
reasonable  lender  than  to  end  up  in  court.  Once  a  lawsuit  is  filed,  the  lenders 
and  the  farmers  may  stop  communicating.  Some  lenders  will  only  communicate 
through  their  lawyers.  Lawsuits  arc  also  expensive—especially  for  the  farmer. 
Most  notes  signed  by  farmers  state  that  it  is  the  farmer  or  rancher  that  will 
pay  the  lender's  expenses  and  attorney's  fees.  You  will  not  only  be  paying 
your  lawyer,  you  will  pay  the  lender's  lawyer  also.  Communicating  and 
negotiating  with  the  lender  may  help  you  work  out  an  arrangement  to  modify 
your  payment.    You  will  be  happier  and  avoid  lawsuits. 

How  Will  I  Convince  the  Lender  to  Make  a  Deal  With  Me? 

When  you  and  your  lawyer  or  adviser  speak  with  the  loan  officer, 
remember  that  lenders  will  usually  not  make  a  deal  with  you,  unless  they  get 
something  in  return.  Lenders  are  responsible  to  their  owners  to  do  their  best 
to  make  profits.  If  they  do  not  do  their  best,  they  may  be  sued  by  their 
owners.  If  banks  lose  too  much  money,  the  government  has  the  power  to 
force  the  bank  to  close.  People  who  manage  banks  are  afraid  that  either  the 
government  or  the  owners  of  the  bank  will  accuse  them  of  (and  sue  them  for) 
making  bad  loans.  As  a  result,  the  bank  has  reason  to  hope  that  your  loan 
will  be  a  good  loan  that  you  pay  back  over  time. 

A  lender  will  not  make  a  deal  with  you  to  change  your  payments,  unless 
you  convince  the  lender  that  your  farm  or  ranch  can  make  money.  You  need 
a  financial  adviser  that  will  help  you  put  together  a  business  plan  the  lender 
can  believe.  The  business  plan  will  help  you  decide  if  you  can  make  your 
operation  profitable  once  your  monthly  loan  payments  are  lower.  If  you  need 
a  financial  advisor,  and  do  not  have  one,  contact  the  Montana  Department  of 
Agriculture  at  1-800-722-3276  and  ask  about  their  peer  counselor  program. 


Here  arc  some  things  you  could  ask  the  lender  to  do.  It  is  easiest  to 
convince  a  lender  to  agree  to  do  the  things  at  the  top  of  the  list  and  hardest 
to  convince  lenders  to  agree  to  do  those  things  at  the  bottom  of  the  list. 

1.  The  farmer  agrees  to  pay  the  current  payment;  the  lender  postpones 
past  payments  or  extends  a  maturity  date. 

2.  The  farmer  agrees  to  pay  interest  only;  principal  payments  are 
postponed. 

3.  The  monthly  payments  are  reduced  by  lowering  the  interest  rate. 

4.  Principal  payments  are  postponed;  interest  is  forgiven. 

5.  The  lender  forgives  part  of  the  debt. 

Lenders  will  not  make  these  agreements  unless  there  is  an  advantage  to 
be  had  in  doing  so.  In  order  to  convince  a  lender  to  make  these  agreements, 
you  might: 

1.  Offer  the  lender  additional  property  (collateral)  to  secure  the  loan. 
For  example  if  the  lender  doesn't  have  the  crops  or  a  tractor  as 
collateral,  you  may  want  to  offer  that  property  to  the  lender  as 
additional  collateral,  so  the  lender  will  advance  you  the  money  you 
need,  or  agree  not  to  call  your  loan  due. 

2.  Offer  to  sell  part  of  your  operation  to  pay  the  note  down  to  a 
manageable  level.  If  you  sell  land  you  may  be  subject  to  a  tax,  so 
consult  your  attorney  or  tax  adviser.  Maybe  some  of  your 
machinery  can  be  sold  and  you  can  lease  the  same  type  of 
machinery  for  a  reasonable  cost. 

3.  Have  your  financial  advisor  and  attorney  determine  what  the  lender 
would  probably  receive  if  you  filed  for  bankruptcy.  You  may  find 
out  that  the  lender  would  probably  receive  less  in  bankruptcy  than 
it  would  receive  under  the  proposal  you  have  submitted.  In  this 
case,  you  and  your  lawyer  will  be  negotiating  from  a  position  of 
strength  instead  of  weakness. 

4.  Have  your  financial  counselor  assist  you  in  finding  out  what  went 
wrong  with  your  operation.  Maybe  you  expanded  too  fast,  did  not 
get  good  financial  advice,  or  involved  too  many  family  members. 
Maybe  the  lender  will  negotiate  with  you  if  you  have  a  plan  to 
solve  these  problems. 


What  if  My  Negotiation  U'ith  the  Lender  is  Going  Nowhere? 

If  you  are  faced  with  foreclosure,  and  your  efforts  to  negotiate  with  the 
lender  have  been  fruitless,  consider  taking  part  in  a  program  enacted  by  the 
Montana  49th  Legislature.  This  program  is  called  the  Agricultural  Assistance 
and  Counseling  Program.  One  of  the  many  features  of  this  program  is  a 
voluntary  mediation  procedure  for  a  farmer  who  is  in  danger  of  foreclosure. 
Either  the  farmer  or  the  lender  may  request  the  Montana  Department  of 
Agriculture  to  provide  a  mediator  to  help  find  a  solution  that  everyone  will  be 
happy  with.  This  program  is  voluntary  for  both  the  farmer  and  the  lender. 
Once  a  mediator  is  chosen,  the  mediator  will: 

1.  listen   to   the   farmer   and   lender   in   order   to   try   to   understand   their 
position; 

2.  attempt  to  negotiate  an  agreement  that: 

a.  extends  the  term  of  credit; 

b.  reduces  the  dollar  amount  of  payments;  or 

c.  permits   the   farmer  to  continue  in   agricultural  production   and 
provides  reasonable  security  to  the  lender; 

3.  advise,   counsel    and    assist   the    farmer   and    lender    in   attempting   to 
arrive  at  a  satisfactory  agreement. 

All  information  you  give  the  mediator  will  be  held  confidential  by  the 
mediator  and  the  Department  of  Agriculture.  The  process  is  voluntary  and  no 
one  will  force  you  to  do  anything. 

Farmers  and  ranchers  arc  encouraged  to  use  mediation— there  is  nothing 
to  lose.  If  your  lines  of  communication  have  broken  down  with  the  lender, 
maybe  the  mediator  will  help. 

What  if  the  Lender  Acts  Unreasonably  When  I  Try  to  Negotiate? 

You  may  have  heard  talk  about  laws  which  require  lenders  to  act  fairly 
when  renegotiating  a  debt.  Some  people  think  that  if  the  lender  does  not 
agree  to  a  deal,  the  farmer  or  rancher  may  sue  the  lender.  The  truth  is  that 
there  is  no  express  law  that  the  lender  must  agree  to  a  deal.  The  Montana 
Supreme  Court,  however,  over  the  past  several  years,  has  ruled  that  under 
certain  circumstances,  people  who  enter  contracts  with  businesses  have  a  right 
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to  expect  that  the  business  will  act  reasonably.  If  a  lender's  actions  arc 
arbitrary  or  unreasonable,  the  lender  may  have  to  pay  for  the  damages  they 
cause.  The  Montana  Supreme  Court  has  not  decided  when  a  lender's  failure  to 
make  a  deal  with  farmers  is  reasonable  or  unreasonable.  It  is  safe  to  say  thai 
whether  a  lender's  actions  will  be  considered  reasonable  or  unreasonable 
depends  on  the  facts  and  circumstances  of  the  case,  if  you  believe  a  lender  is 
acting  unreasonably,  contact  an  attorney  to  help  you  evaluate  your  case. 

Is  it  True  That  1   May   Be   Responsible  to   Pay  Some   Income  Tax  Because  of  a 
Renegotiated  Loan? 

At  the  time  of  financial  crises,  the  farmer  or  rancher  rarely  thinks  of 
income  tax.  After  all,  the  tax  is  imposed  on  income,  not  losses. 
Unfortunately,  taxes  must  be  a  consideration  in  bad  times  as  well  as  good. 

When  negotiating  alternative  business  arrangements  with  lenders,  be  sure 
you  understand  the  tax  effects  of  each  alternative.  An  unanticipated  tax 
liability  may  be  enough  to  make  a  negotiated  alternative  unworkable. 

To  the  financially  distressed  farmer  or  rancher,  income  tax  consequences 
are  generally  of  two  types.  One  arises  from  the  sale  of  assets  (or  the 
transfer  of  assets  to  the  lender)  and  the  other  arises  from  the  forgiveness  of 
debt. 

Sale  (or  Transfer)  of  Assets.  As  noted,  in  order  to  achieve  a  negotiated 
settlement  with  your  lender,  you  might  offer  to  sell  part  of  your  operation. 
The  sale  proceeds  could  then  be  used  to  pay  your  note  down  to  a  more 
manageable  level.    Such  a  sale  has  a  tax  implications. 

Example. 

Assume  you  purchased  a  quarter  section  of  land  in  1964  for  $6,000. 
Assume  that  you  could  sell  that  land  today  for  $48,000.  Such  a  sale 
will  result  in  a  taxable  gain  of  $42,000  ($48,000  minus  $6,000). 

Under  pre-1987  tax  law,  gain  from  the  sale  of  assets  used  in  a  business,  such 
as  farm  or  ranch  land,  buildings,  equipment  and  breeding  stock,  qualifies  for 
special  tax  treatment  if  held  for  a  minimum  time  period.  Long-term  capital 
gains  allows  you  to  exclude  sixty  percent  of  the  gain.  In  effect,  you  only 
have  to  report  forty  percent  of  the  gain.  For  most  property,  the  minimum 
time   period    is   six    months.      However,   a    twenty-four-month    period    relates   to 
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cattle  used  for  breeding  and  dairy  purposes  and  a  twelve-month  period  applies 

to  breeding  livestock  other  than  cattle. 

Example. 

In  the  previous  Example,  the  quarter  section  of  land  was  acquired  in 
1964.  Consequently,  long-term  capital  gain  treatment  would  apply. 
Sixty  percent  of  the  $42,000  gain  (or  S25,200)  is  deductible.  The 
remainder,  or  $16,800,  must  be  reported. 

This  example  may  be  summarized  as  follows: 

$48,000.00  Sales  price 

6.000.00  Cost  basis 

$42,000.00  Gain 

-     25.200.00  Long-term  capital  gain  deduction  (60%  of  $42,000) 

$16,800.00  Gain  subject  to  tax 

Obviously,  the  amount  of  tax  in  this  example  would  depend  upon  other  income, 
deductions,    and  applicable  tax  rates. 

The  Tax  Reform  Bill  of  1986  will  have  a  substantial  impact  upon  a  farmer 
or  rancher  considering  a  sale  of  part  of  his  operation  after  1986.  The  bill 
would  eliminate  the  sixty  percent  long-term  capital  gains  deduction. 
Consequently,  in  this  example,  the  full  $42,000  gain  would  be  subject  to  tax. 

In  addition  to  the  recognition  of  gain,  the  sale  of  part  of  your  operation 
to  pay  your  note  down  could  cause  a  number  of  other  tax  consequences 
depending  upon  the  asset  you  decided  to  sell. 

M       If  an  asset  held   for  resale,  such  as  grain  or  livestock,  is  sold, 
taxable  income  will  result. 

M  If  you  previously  claimed  tax  benefits  such  as  depreciation,  soil  and 
water  conservation  expenses,  land  clearing  expenses,  and  certain  cost 
sharing  projects  which  were  excluded  from  income,  taxable  income 
may  again  result. 

M  If  you  claimed  investment  tax  credits  on  the  property  which  is  sold, 
the  credits  may  be  recaptured  depending  upon  how  long  you  held  the 
property. 

M  An  alternate  minimum  tax  may  be  imposed  on  "preference  income" 
which  includes  the  sixty  percent  of  capital  gains  which  were 
deductible  prior  to  1987. 
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In  review,  if  you  arc  considering  the  sale  of  a  portion  of  your  operation 
as  part  of  a  negotiated  settlement  with  your  lender,  seek  competent  tax 
counsel  (a  tax  lawyer  or  a  tax  accountant)  to  obtain  a  clear  projection  of  the 
total  income  tax  costs  of  such  a  sale.  Those  costs  may  be  so  great  to  make 
this  alternative  unworkable.  The  advice  you  receive  from  tax  counsel  will  be 
well  worth  the  money,  because  you  might  avoid  making  a  mistake  that  will 
cost  you  thousands  of  dollars. 

Forgiveness  of  debt.  The  second  important  area  of  tax  concern  to  a 
farmer  or  rancher  relates  to  the  forgiveness  of  the  operator's  debts.  When 
you  borrow  money,  you  do  not  have  to  report  the  loan  as  income  because  you 
have  an  equal  and  offsetting  obligation  to  pay  the  loan.  In  the  ordinary 
course  of  making  principal  repayments  on  the  loan,  you  don't  receive  any 
deductions  because  your  indebtedness  is  reduced  by  the  cash  you  paid.  Your 
wealth  is  not  changed  one  iota. 

However,  if  as  part  of  a  negotiated  settlement,  a  part  (or  all)  of  a  loan 
is  forgiven  instead  of  paid  off,  your  wealth  is  increased  because  your 
obligation  to  repay  has  been  reduced.  This  increase  in  net  wealth  is  generally 
subject  to  income  tax. 

Example. 

You  owe  the  bank  $20,000.  The  bank  agrees  to  accept  $16,000  in 
full  satisfaction  of  the  loan.  As  a  result,  you  realize  $4,000  of 
taxable  income. 

As  a  general  rule,  the  forgiveness  of  financial  obligations  results  in 
taxable  income  for  a  debtor.  The  courts  and  finally  Congress  have  carved  out 
exceptions  to  this  general  rule. 

One  exception  is  that  no  taxable  income  arises  where  the  forgiven  debt 
would  have  resulted  in  a  tax  deduction  if  the  obligation  had  been  paid  rather 
than  forgiven. 


This  sounds  complex,  but  this  example  will  help  clarify  the  exception. 

Example. 

You  owe  the  bank  $20,000  in  principal  and  $3,000  in  interest.  You 
arc  unable  to  pay  the  full  $23,000,  and  the  bank  agrees  to  forgive 
the  $3,000  of  interest.  Since  the  bank  did  not  forgive  any  of  the 
$20,000  of  principal,  you  do  not  have  to  realize  income  from  the 
debt  discharge  because  the  payment  on  the  principal  portion  of  the 
loan  is  not  tax  deductible. 

The  second  exception  to  the  general  rule  postpones  the  taxation  of 
income  from  debt  discharge.  While  the  taxpayer  doesn't  have  to  report  the 
forgiveness  of  indebtedness  as  income,  he  does  have  to  reduce  tax  attributes 
such  as  net  operating  losses,  credit  carry-overs,  and  the  basis  of  retained 
property.  Thus,  in  some  later  year,  a  tax  is  paid  when  these  attributes  would 
have  otherwise  been  available  to  decrease  tax  liability. 

This  second  exception  to  the  general  rule  can  be  broken  down  into  three 
categories  for  our  purposes: 

(1)  Discharges  which  arc  part  of  a  bankruptcy  proceeding; 

(2)  Discharges  outside  of  bankruptcy  if  the  debtor  is  insolvent;  and 

(3)  Discharges  outside  of  bankruptcy  when  the  debtor  (a  farmer)  is 
solvent. 

Since  we  will  discuss  bankruptcy  later,  let  us  first  look  at  the  second 
category— discharges  where  the  debtor  is  insolvent.  Under  the  tax  law, 
insolvency  means  that  the  individual's  debts  exceed  his  assets.  If  after  the 
forgiveness  of  indebtedness,  the  farmer  or  rancher  still  has  more  debts  than 
assets,  he  may  exclude  all  discharge  indebtedness  from  income  since  there  arc 
no  assets  free  of  creditors'  claims.    However,  he  will  have  to  reduce: 

his  net  operating  losses 

certain  credit  carry-overs 

his  loss  carry-overs 

the  basis  of  his  property  retained,  and 

foreign  tax  credit  carry-overs. 

As  a  result,  in  a  later  year,  the  forgiveness  of  indebtedness  will  in  effect 
generate  additional  income  tax.  Nevertheless,  because  he  is  insolvent,  he 
doesn't  face  additional  tax  in  the  year  of  forgiveness.    The  tax  is  postponed. 
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The  third  category  of  the  second  exception  deals  with  solvent  taxpayers 
who  arc  farmers.  This  exception  was  added  by  the  Tax  Reform  Act  of  1986 
and  is  effective  for  some  discharges  of  indebtedness  after  April  9,  1986. 

Under  the  Act,  even  if  the  farmer  is  solvent  after  the  discharge  of 
indebtedness  (value  of  assets  exceeds  debts),  the  farmer  may  be  treated  as  an 
insolvent  debtor  and  therefore  exclude  discharge  of  indebtedness  from  income. 
For  the  purposes  of  this  provision,  50%  or  more  of  the  farmer's  average  annual 
gross  receipts  for  the  prior  three  years  must  be  derived  from  farming. 
Furthermore,  the  debt  must  have  been  incurred  to  finance  agricultural  products 
or  livestock  or  it  must  be  farm  business  debt  secured  by  farmland  or  farm 
equipment.  Also,  there  is  a  special  requirement  that  the  farmer  must  not  be 
related  to  the  lender. 

There  is  still  another  exception  for  solvent  debtors.  If  the  debt  arose 
from  a  sale  of  property  to  the  farmer  or  rancher,  the  discharge  of 
indebtedness  by  the  creditor  will  be  treated  as  a  price  adjustment  rather  than 
indebtedness  income. 

In  review.  As  a  sale  or  a  transfer  of  an  asset  gives  rise  to  complex  tax 
considerations,  the  forgiveness  of  indebtedness  also  gives  rise  to  in\olvcd  tax 
computations.  If  a  negotiated  alternative  involves  the  forgiveness  of 
indebtedness,  the  actual  tax  effect  should  be  calculated,  just  as  the  actual  tax 
effect  of  a  proposed  sale  of  part  of  a  farmer's  or  rancher's  operation  should 
be  calculated.    Unanticipated  tax  consequences  could  be  disastrous. 

C  IIOICE  TWO:    EXERCISE  YOUR  RIGHTS  UNDER  THE  FORECLOSURE  PROCESS. 

Uhat  is  Foreclosure? 

Under  certain  circumstances,  the  lender  and  your  other  creditors  have  the 
right  to  force  a  sale  of  your  land,  buildings,  equipment,  and  crops.  The  money 
from  the  sale  will  be  used  to  pay  your  debts.  When  you  take  out  a  loan  with 
a  lender,  you  generally  give  the  lender  the  right  to  sell  all  or  part  of  your 
property  if  you  do  not  pay  the  loan.  That  property  is  known  as  collateral. 
The  way  the  lender  sells  your  property  is  known  as  foreclosure. 

Sometimes,  farmers  purchase  land  using  a  contract  for  deed.  The 
contract   for  deed   usually  provides  that  if  a   farmer  does  not  make  payments, 
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the   seller   can    take   the    land    back    without    foreclosure.      You    may   still    have 
rights,  which  arc  discussed  below. 

In  Montana,  there  are  two  major  types  of  foreclosure:  foreclosure  on 
personal  property  (property  not  attached  to  land),  and  foreclosure  on  real 
property  (land  and  buildings).  If  the  lender  wants  to  foreclose  on  your 
property,  you  have  specific  legal  rights.  There  may  also  be  tax  liability  as  a 
result  of  forcclosure--even  if  you  don't  receive  any  money  from  the 
foreclosure.    This  section  of  the  booklet  will  discuss  each  of  the  issues. 

A.       DEFAULT  ON  AGRICULTURAL  LAND  FINANCE  TRANSACTIONS 

1.  Introduction. 

Farm  and  ranch  operations  involve,  in  most  situations,  the 
acquisition  and  financing  of  land.  The  methods  of  finance  used  in 
Montana  involve  a  deed,  promissory  note  and  mortgage,  or  a  contract  for 
deed  [installment  land  contract].  Trust  indentures  are  not  used  in 
Montana  due  to  the  restriction  limiting  its  use  to  15  acres  or  less. 
Mortgages  are  primarily  used  by  financial  institutions.  Mortgages 
sometimes  are  used  where  the  seller  finances  the  transaction  and  are 
referred  to  as  "purchase  money  mortgages."  The  contract  for  deed  is 
commonly  used  in  seller-financed  transactions. 

2.  The  Mortgage  And  Its  Use  In  Agricultural  Finance  Transactions. 

How  Does  a  Mortgage  \\'ork?  A  mortgage  is  a  written  instrument 
with  accompanying  promissory  note  and  is  used  as  security  for  a  loan 
obligation  by  creating  a  lien  on  real  property  for  the  payment  of  the 
debt.  The  mortgage  is  recorded  in  the  office  of  the  county  clerk  and 
recorder  of  the  county  where  the  property  is  located.  Installment 
payments  are  provided  to  be  made  by  the  borrower,  and  in  the  event  that 
the  mortgagor  [borrower]  fails  to  fulfill  the  promises  contained  in  the 
mortgage  documents,  such  as  making  the  periodic  payments,  a  default 
occurs  which  allows  the  financing  source  to  undertake  certain  remedies  to 
protect  their  security  interest.  Other  promises  that  are  contained  in  the 
mortgage  documents  that  may  be  considered  a  default  are  such  things  as 
failure  to  pay  real  estate  taxes  and  insurance  premiums.     The  sale  of  the 
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property  without  the  consent  of  the  lender,  if  the  mortgage  document  so 
provides,  also  may  constitute  a  default.  The  terms  of  your  note  and 
mortgage  should  be  examined  in  detail  to  protect  your  legal  rights. 

Every  mortgage  of  real  property  acknowledged  and  recorded  under 
the  laws  of  the  state  of  Montana  is  good  from  the  time  of  recording 
until  eight  years  after  the  maturity  of  the  debt,  unless  the  mortgage  is 
renewed  as  provided  by  law. 

When  a  mortgage  is  paid  off,  the  law  states  that  the  mortgage  shall 
be  discharged  upon  the  records  of  the  county  clerk  and  recorder  by 
recording  a  certificate  specifying  that  the  mortgage  has  been  paid  or 
otherwise  satisfied  or  discharged.  Care  should  be  taken  to  see  that  this 
satisfaction  of  mortgage  is  recorded  to  remove  the  lien  from  the 
premises.  In  the  event  that  the  lender  does  not  deliver  to  the  borrower 
the  certificate  for  recording,  a  demand  should  be  made  upon  the  lender 
for  the  mortgage  satisfaction,  and  the  lender  must  comply  within  30  days 
or  be  liable  for  a  penalty  and  damages  as  a  result  of  their  neglect  or 
refusal  to  comply. 

\Nhat  Happens  if  I   Do  Not  Pay  Mv  Mortgage  Payments  On  Time?     I f 

you  do  not  pay  your  mortgage  payments  on  time,  you  will  be  considered 
to  be  in  default.  In  the  event  of  default,  the  lender  and  the  debtor,  in 
order  to  solve  the  problem  and  satisfy  the  security  needs  of  the  lender, 
have  the  following  options: 

a.  Negotiating  a  voluntary  deferment  of  payment  with  arrangements  to 
bring  the  delinquent  payments  current. 

b.  If  the  lender  is  not  satisfied  that  their  interest  is  protected,  they 
may  exercise  the  option  to  foreclose  on  the  mortgage,  as  provided 
by  the  laws  of  the  state  of  Montana.  Conflict  sometimes  occurs  as 
it  relates  to  the  application  of  state  or  federal  law  in  mortgage 
foreclosures,  where  federally  held  mortgages  are  involved.  However, 
FmHA  generally  follows  state  law  in  conducting  foreclosures. 
Foreclosure  may  be  done  either  through  a  power  of  sale,  i.e., 
advertisement  and  sale,  if  the  mortgage  so  provides,  or  through 
judicial  foreclosure  by  filing  an  action  in  court  to  have  the  property 
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sold  to  satisfy  the  balance  due  on  the  mortgage,  including  principal 
and  interest.  The  lender,  at  its  option,  can  also  extinguish  leases 
on  the  land  that  are  signed  after  the  mortgage  document.  Leases 
signed  prior  to  the  mortgage  usually  will  not  be  affected  by  a 
foreclosure  action.  Attorneys  fees  and  costs  of  the  proceedings  will 
be  allowed  to  the  lender  pursuant  to  the  terms  of  the  mortgage. 
Foreclosure  under  power  of  sale  requires  advertisement  for  sale  in  a 
newspaper  and  posting  of  notices,  as  well  as  personal  service  upon 
the  borrower  within  the  state  of  Montana  and  upon  other  persons 
who  claim  a  record  interest  in  the  property,  who  may  be  found 
within  this  state. 

If  the  mortgage  is  foreclosed  through  judicial  proceedings,  the 
court  will  enter  its  judgment,  providing  for  a  sale  of  the  property, 
the  payment  of  court  costs  and  expenses,  and  the  application  of  the 
proceeds  of  the  sale.  In  the  event  that  the  sale  proceeds  are  not 
sufficient  to  pay  the  underlying  debt  plus  costs,  a  deficiency 
judgment  can  be  entered  for  that  balance  against  the  borrower.  The 
judgment  can  be  collected  like  any  other  judgment,  and  becomes  a 
lien  upon  any  other  real  estate  owned  by  the  borrower.  In  the 
event  that  the  mortgage  obligation  is  a  purchase  money  mortgage 
[seller  financed],  a  deficiency  judgment  is  not  allowed  on  foreclosure 
of  these  mortgages  in  Montana. 

If    Mv    Property    is    Being    Foreclosed.    What    Rights    Do    1    Have? 

In  addition  to  the  right  to  be  notified  of  the  proceedings,  Montana 
law  provides  an  opportunity  to  redeem  the  land  by  the  borrower 
prior  to  foreclosure  sale  [referred  to  as  the  equity  of  redemption] 
and  after  the  foreclosure  sale  [referred  to  as  the  statutory  right  of 
redemption].  The  property  may  be  redeemed  from  the  purchaser  at 
the  sale  [often  the  lender]  for  a  period  of  one  year  from  the  date 
of  the  sale.  The  amount  of  payment  and  procedures  for  redemption 
are  set  out  in  the  laws  of  the  state  of  Montana.  It  is  interesting 
to  note  that  recent  federal  cases  with  application  to  Montana 
recognize  state  redemption  rights  in  FmHA  and  Small  Business 
Association    direct    loan    mortgages,    where    the    mortgage    provisions 
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expressly  waived  these  rights.  Reference  is  made  to  "federal  policy 
of  helping  farmers  through  financial  difficulty"  in  the  FmHA  case. 
For  practical  economic  reasons,  however,  few  redemptions  actually 
take  place. 

During  the  period  of  foreclosure  proceedings  and  the 
redemption  period  of  one  year,  the  debtor  may  retain  possession  of 
the  property  while  personally  occupying  the  property  as  a  home  for 
himself  and  his  family. 

Receipt  of  notice  of  foreclosure  either  through  power  of  sale, 
if  it  is  so  allowed,  or  by  service  of  summons  in  judicial  proceedings, 
will  require  immediate  contact  with  an  attorney  for  consultation  and 
advice  and  appropriate  action  to  preserve  the  legal  rights  of  the 
borrower.  A  full  explanation  of  the  foreclosure  proceedings  and  the 
appropriateness  of  redemption  should  be  provided  by  legal  counsel  at 
the  time  of  employment. 
Deed  in  Lieu  of  Foreclosure. 

What  if  the  Bank  Wants  a  Deed  in  Lieu  of  Foreclosure?  A 
deed  in  lieu  of  foreclosure  is  sometimes  used  in  order  to  avoid  the 
situation  where  the  judicial  sale  of  the  property  will  not  cover  the 
balance  of  the  debt  obligation.  A  deficiency  judgment  could  be 
entered  against  the  borrower.  The  procedure  has  certain  advantages 
and  disadvantages  to  the  parties.  The  advantage  to  the  lender  is 
that  it  avoids  the  delay  caused  by  formal  foreclosure  and  a 
redemption  period.  From  the  borrower's  point  of  view,  the  deed  in 
lieu  of  foreclosure  provides  a  speedy  satisfaction  of  the  debt 
obligation.  The  borrower  delivers  a  deed  to  the  property  to  the 
lender  and  the  lender  agrees  to  accept  the  deed  so  that  no 
foreclosure  action  will  be  required  and  deficiency  judgment  taken. 
However,  it  formally  extinguishes  the  borrower's  right  to  reclaim  the 
land  through  redemption.  There  are  also  tax  consequences  as  a 
result  of  a  deed  in  lieu  of  foreclosure,  as  will  be  explained. 
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3.        Contract  for  Deed  llnstallment  Land  ContractI 

What  is  a  Contract  for  Deed?  The  contract  for  deed  has  been 
commonly  used  in  the  state  of  Montana  as  a  seller  financed  transaction  in 
the  sale  and  purchase  of  agricultural  land.  It  has  the  advantages  of 
being  a  speedy  method  to  conclude  a  sale,  as  well  as  generally  providing 
for  lower  down  payments  and  favorable  interest  rates.  It  avoids  the 
necessity  from  the  buyer's  standpoint  of  utilizing  a  lending  institution  and 
the  costs  and  credit  procedures  connected  with  such  financing.  It  is  also 
commonly  used  in  sales  of  land  between  related  parties.  Your  attorney 
should  discuss  all  of  the  contract  terms  with  you  prior  to  signing  the 
contract. 

The  main  characteristics  of  the  contract  for  deed  include  installment 
payments  of  principal  and  interest,  and  the  execution  of  a  warranty  deed 
by  the  seller  that  is  held  in  escrow  by  an  escrow  agent  [bank,  savings 
and  loan,  title  company,  etc.].  Until  full  performance  of  the  contract, 
the  record  title  of  the  property  remains  in  the  name  of  the  seller,  with  a 
recorded  notice  to  others  indicating  that  the  property  is  being  purchased 
by  the  buyer.  Upon  satisfaction  and  full  payment  of  a  contract  for  deed, 
the  deed  and  other  documents  held  in  escrow  will  be  delivered  by  the 
escrow  agent  to  the  purchaser.  It  is  imperative  that,  upon  receipt  of  the 
deed,  that  it  be  promptly  recorded  in  the  office  of  the  clerk  and  recorder 
of  the  county  where  the  property  is  located. 

\Nhat  Happens  if  I  Do  Not  Make  Payment  on  My  Contract  for  Deed? 
The  significant  difference  of  a  contract  for  deed  from  a  mortgage  is  that 
record  title  is  not  in  the  name  of  the  purchaser  who  has  possession.  The 
chief  remedy  in  case  of  default  usually  does  not  involve  foreclosure 
proceedings.  The  contract  typically  provides  that  upon  default  the  seller 
may  elect  to  accelerate  the  balance  of  the  payments  requiring  the 
purchaser  to  pay  the  balance  of  the  contract  within  a  specified  time,  or 
lose  the  land  and  buildings  and  all  prior  payments  made  on  the  contract. 
Many  contracts  provide  a  specified  time  as  an  extended  period  to  make 
payments  on  the  contract.  Examination  of  your  contract  will  indicate 
whether  such  a  period  exists.  Payment  must  be  made  during  the  extended 
period    to   "cure"   the   default   and   avoid   acceleration   of   payments.      In    a 
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few  instances,  the  seller  of  the  property  may  elect  to  attempt  collection 
of  the  delinquent  payments,  without  accelerating  the  payments  on  the 
contract  for  deed.  The  obligations  to  pay  taxes  and  maintain  insurance  if 
there  are  buildings  on  the  land,  are  the  responsibility  of  the  purchaser. 
Failure  to  pay  these  obligations  when  due  is  also  considered  a  default. 

It  is  imperative  that,  upon  receipt  of  notice  of  default  by  the  seller, 
that  the  purchaser  contact  an  attorney  for  legal  advice  and  assistance  in 
negotiating  a  solution  to  the  default.  It  is  important  that  a  copy  of  all 
documents  relating  to  the  transaction,  including  the  escrow  receipt,  be 
delivered  to  your  attorney  at  the  time  of  employment.  An  attorney  can 
advise  concerning  negotiated  and  legal  methods  of  avoiding  forfeiture. 
However,  prompt  action  need  be  taken  due  to  the  relatively  short  period 
involved  in  the  acceleration  of  payments  according  to  the  terms  of  the 
contract.  In  case  of  default,  consideration  should  be  given  to  (1) 
negotiating  with  the  seller  to  delay  payment  and  cure  the  default,  (2) 
refinancing  of  the  property  to  avoid  forfeiture,  (3)  initiating  a  resale  of 
the  premises  to  preserve  the  equity  obtained,  or  (4)  if  appropriate, 
consideration  of  a  legal  challenge  to  the  forfeiture.  [The  amount  of 
equity  in  the  property,  which  would  include  the  down  payment  and  the 
payments  made  on  the  contract,  will  be  examined  for  forfeiture  purposes.] 

Many  contracts  for  deed  provide  for  a  quitclaim  deed  to  be  placed 
in  escrow.  The  deed  is  executed  by  the  purchaser  at  the  time  of  the 
purchase,  to  be  delivered  to  the  seller  by  the  escrow  agent  upon  default 
by  the  purchaser.  The  purpose  of  this  instrument  is  to  clear  the  title  to 
the  real  estate  in  the  name  of  the  seller,  if  the  contract  is  not  paid  off, 
according  to  the  notice  or  notices  delivered  by  the  seller  to  the 
purchaser  at  the  time  of  default. 

More  recent  contract  for  deeds  often  contain  provisions  allowing  the 
seller  to  elect,  upon  default,  to  foreclose  like  a  mortgage,  instead  of 
using  the  remedy  of  forfeiture.  These  clauses  have  been  inserted,  to 
protect  the  seller  in  the  event  that  there  is  a  challenge  to  the  forfeiture 
provisions  now  commonly  used  in  Montana.  In  such  event,  foreclosure 
would  proceed  with  a  sale  of  the  premises  in  the  manner  previously 
discussed.       The    advantage    of    foreclosure    to    the    purchaser    is    that    a 
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substantial  equity  would  be  protected  by  requiring  a  sale  of  the  property, 
and  the  potential  of  redemption  or  recovery  of  excess  proceeds  as 
previously  discussed. 

In  summary,  when  faced  with  a  possible  forfeiture,  LEGAL 
ASSISTANCE  MUST  BE  OBTAINED  AS  SOON  AS  NOTICE  OF  DEFAULT 
IS  DELIVERED,  as  your  options  are  limited  by  the  time  remaining  to  cure 
the  default.  Consultation  with  your  legal  advisor  and  accountant  prior  to 
default  is  recommended.  The  advisor  will  be  severely  hampered  if  he  or 
she  does  not  have  enough  time  to  analyze  the  situation  in  order  to  work 
out  a  satisfactory  solution  to  your  problem. 

4.        Liens. 

Should  I  be  Concerned  About  Other  Liens  on  Mv  Property  That 
Might  be  Foreclosed?  In  addition  to  mortgages,  other  liens  may  attach  to 
the  real  property  owned  by  the  farmer  or  rancher  in  the  form  of 
judgment  liens,  federal  tax  liens,  property  tax  liens,  and  mechanics  liens 
for  labor  or  materials  used  in  improving  or  repairing  real  property  used 
for  agricultural  purposes.  Priorities  are  established  for  these  liens,  and 
remedies  are  available  to  enforce  these  liens  against  real  property,  in  the 
event  that  required  payments  are  not  made  in  satisfaction  of  the  debt. 
Advice  of  legal  counsel  should  be  obtained,  if  payment  of  the  underlying 
debt  is  not  made  as  required,  in  order  to  protect  the  debtor's  interest  in 
the  real  property. 

Farms  and  ranches  regularly  incur  debt  for  operations,  and  therefore 
statutory  liens  also  exist  as  liens  for  farm  labor,  seed,  spraying  or 
dusting,  hail  insurance,  thrcshermen,  and  agisters.  The  liens  apply  only 
to  crops  or  livestock,  and  not  to  real  property.  However,  enforcement  of 
these  liens  against  the  crops  or  livestock,  will  place  the  payment  of 
mortgages  or  contracts  in  jeopardy,  and  must  be  referred  to  in  the  real 
property  section  of  this  booklet.  Threat  of  enforcement  of  any  of  these 
liens  should  be  brought  to  the  attention  of  your  legal  and  financial 
advisors. 
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B.       DEFAULT     ON     AGRICULTURAL     PERSONAL     PROPERTY     FINANCE 
TRANSACTIONS 

Personal  property  is  all  property  except  for  land,  buildings  and  fixtures. 
The  process  for  foreclosing  personal  property  is  similar  to  the  process  for 
foreclosing  real  property,  but  has  some  important  differences. 

1.        Repossession  of  Collateral. 

When  Can  the  Lender  Take  My  Personal  Property  if  I  Do  Not  Pay 
My  Loan?  Most  agreements  that  farmers  enter  into  with  lenders  provide 
that  the  lender  has  the  right  to  take  away  the  collateral,  without  going 
to  court.  These  agreements  are  permitted  by  Montana  law  and  have  been 
upheld  in  court.  The  only  exception  to  the  general  rule  that  the  lender 
may  repossess  the  collateral,  without  going  to  court,  is  (a)  if  the 
agreements  between  the  lender  and  farmer  provide  that  the  lender  does 
not  have  a  right  to  take  immediate  repossession,  or  (b)  the  lender  would 
be  "breaching  the  peace"  by  repossessing  the  farm  assets.  The  Montana 
law  does  not  define  what  actions  by  a  lender  amount  to  "breaching  the 
peace."  It  is  clear  that  lenders  may  not  break  down  fences  to  gain 
access  to  your  property,  or  break  the  lock  on  your  barn  or  sheds. 
Courts  in  other  states  have  interpreted  laws  identical  to  Montana's  to 
mean  that  anyone  trying  to  repossess  property  may  not  use  threats, 
abusive  language  or  tricks  to  gain  access  to  your  property  to  repossess 
the  collateral.  If  a  lender  tries  to  repossess  your  collateral  and  you 
think  that  the  lender  does  not  have  the  right  to  do  so,  lock  your  gate 
and  buildings,  make  it  clear  to  the  lender  that  he  or  she  is  not 
authorized  to  enter  your  property  and,  if  necessary,  call  the  appropriate 
law  enforcement  authority. 

If  a  lender  does  repossess  your  property,  the  lender  may  only  take 
property  that  is  collateral  for  the  loan,  and  no  other  property. 

What  Happens  if  the  Lender  Gets  an  Order  Forcing  Me  to  Give  My 
Property  Up?  Most  of  the  time,  lenders  will  go  to  court  to  get  a  court 
order  requiring  you  to  give  up  your  property.  The  court  procedure  is 
governed  by  state  law  which  requires  the  lender  to  take  certain  steps  and 
gives  you  specific  rights.  The  lender  must  file  papers  with  the  court 
describing,  in  detail,  the  property  to  be  taken   from  the   farmer.     Usually, 
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the  lender  will  attach  a  copy  of  the  agreements  you  signed  giving  the 
lender  the  right  to  the  collateral.  If  the  judge  is  convinced  that  the 
lender  has  the  right  to  your  collateral,  the  judge  will  sign  an  order 
authorizing  the  sheriff  to  pick  it  up. 

Usually,  you  will  have  the  right  to  a  hearing  before  the  judge 
authorizes  the  sheriff  to  pick  up  the  collateral.  You  will  be  notified 
personally  at  least  three  days  before  the  hearing.  If  the  person 
responsible  for  notifying  you  can't  find  you,  you  will  be  notified  by 
written  notice,  posted  on  the  property  and  in  three  other  places.  The 
Montana  law  states  that  if  the  lender  can  convince  the  court  that  a 
hearing  would  seriously  impair  the  rights  of  the  lender,  this  hearing  may 
be  dispensed  with.  The  United  States  Supreme  Court  has  held  that,  as  a 
general  rule,  you  arc  entitled  to  notice  and  a  hearing  prior  to  the 
repossession  of  your  property.  If  your  property  is  repossessed  by  court 
order  and  you  did  not  receive  a  hearing,  ask  your  attorney  to  review 
whether  your  rights  have  been  violated. 

If  you  find  out  that  a  lender  is  going  to  court  to  get  an  order  to 
lawfully  repossess  your  property,  do  not  hide  or  transfer  your  property. 
To  do  so  would  amount  to  a  crime  for  which  you  could  be  imprisoned. 

Before  the  sheriff  will  seize  your  property,  the  lender  must  arrange 
to  provide  insurance  (a  bond)  for  double  the  value  of  your  property.  If 
your  property  is  wrongfully  taken,  you  may  hold  the  insurance  company 
responsible  for  your  damages.  If  the  sheriff  takes  your  property,  the 
sheriff  must  notify  you  that  the  property  is  taken.  The  sheriff  may  take 
only  the  property  listed  in  the  court  order  and  not  other  property.  If 
necessary,  the  sheriff  may  break  into  a  building  to  get  the  property,  but 
the  sheriff  should  first  publicly  demand  that  you  voluntarily  turn  over  the 
property.  You  may  not  interfere  with  the  sheriff.  If  you  do,  you  may  be 
held  in  contempt  of  court  and  may  be  imprisoned. 

After  the  sheriff  takes  the  property,  the  sheriff  will  turn  the 
property  over  to  the  lender  five  days  after  the  property  is  taken.  You 
may,  however,  require  the  sheriff  to  return  your  property  if  the  sheriff 
has  not  turned  it  over  to  the  lender,  and  if  you  provide  a  bond  in  double 
the  amount  of  the  value  of  the  property.    An  attorney  can  explain  to  you 
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how    this    is   done.      If    the    sheriff    returns    the    property    to    you    and    the 
lender  had  the  right  to  the  property,  the  lender  will  be  able  to  sue  you. 

Even  if  the  sheriff  turns  the  property  over  to  the  lender,  you  may 
go  to  court  to  get  the  property  back  if  you  are  able  to  prove  the  lender 
has  no  right  to  it.  if  you  can  prove  the  lender  has  no  right  to  it,  then 
the  property  must  be  returned  to  you  in  good  condition  and  you  must  be 
paid  the  damages  you  have  suffered. 

2.        Foreclosure  of  Collateral. 

What  Happens  After  the  Sheriff  Takes  My  Property?  Usually,  the 
lender  will  sell  your  property.  The  lender,  under  some  circumstances, 
may  elect  to  keep  your  property  to  pay  your  debt  in  full.  If  the  lender 
elects  to  keep  your  property,  the  lender  may  not  also  sue  you  for  any 
amount  due  under  the  note  secured  by  the  property.  The  lender  may  not 
keep  your  property  without  notifying  you  that  it  intends  to  keep  your 
property.  You  have  the  right  to  stop  the  lender  from  keeping  your 
property  and  requiring  the  lender  to  sell  you  property  by  making  a 
demand  on  the  lender.  Usually  you  would  want  the  lender  to  sell  the 
property  if  you  think  that  the  property  is  worth  more  than  the  amount 
you  owe  the  lender.  If  the  lender  sold  the  property  for  more  than  the 
debt,  you  might  be  entitled  to  the  excess  amount.  As  soon  as  you  find 
out  the  lender  intends  to  keep  your  property,  consult  your  attorney  and 
your  attorney  will  discuss  with  you  how  to  proceed. 

What  Happens  if  the  Lender  Sells  the  Property?  Usually  the  lender 
will  sell  the  property.  Between  the  time  the  property  is  taken  and  sold, 
however,  the  lender  must  take  good  care  of  the  repossessed  property. 
The  lender  must  keep  the  livestock  properly  fed  and  may  not  operate 
equipment  in  such  a  way  as  to  damage  it. 

At  any  time  before  the  sale,  you  have  a  right  to  redeem  your 
property.  This  means  that  if  you  pay  your  full  debt  to  the  lender, 
together  with  the  cost  of  collecting  and  maintaining  the  property,  the 
lender  must  return  your  property.  In  order  to  redeem,  it  is  not  enough 
to  pay  the  delinquent  monthly  payments--you  must  pay  the  full  amount 
due. 
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The  lender  has  the  right  to  sell  your  property  at  a  public  or  private 
sale.  The  law  requires  that  the  sale  be  commercially  reasonably.  This 
means  that  the  lender  must  act  reasonably  and  in  good  faith  to  try  to 
sell  the  collateral  for  a  reasonable  price.  Generally,  before  selling  your 
collateral,  you  must  be  given  reasonable  notice.  Notification  is  usually 
considered  reasonable  if  it  gives  you  an  opportunity  to  participate  in  the 
sale.  If  you  are  not  given  notice,  the  lender  may  not  be  able  to  recover 
a  judgment  against  you  for  any  unpaid  amounts,  and  you  may  be  able  to 
sue  the  lender  for  damages. 

You  are  not  entitled  to  notification  of  the  sale  if  any  of  the 
following  are  true: 

1.  The  collateral  is  perishable  (e.g.  ripe  Flathead  cherries). 

2.  The  collateral  will  decline  speedily  in  value. 

3.  The  collateral  is  customarily  sold  on  a  recognized  market. 

The  Montana  Supreme  Court  has  decided  that  livestock  and  farm 
machinery  are  not  sold  on  a  recognized  market,  therefore  notice  must  be 
given  to  the  farmer. 

The  sale  of  your  collateral  must  be  commercially  reasonable.  It 
must  be  sold  at  a  reasonable  time  and  place.  Potential  buyers  must  be 
given  reasonable  notice.  The  collateral  should  be  sold  and  displayed  in  a 
way  designed  to  get  the  highest  price.  The  person  who  sells  the  property 
should  be  qualified  to  conduct  an  auction.  If  you  don't  think  the  sale 
was  handled  properly,  contact  your  attorney. 

\Nhat  Happens  After  the  Sale?  After  the  sale  is  finished,  the  lender 
has  the  right  to  use  the  money  from  the  sale  to  pay  the  amount  you  owe, 
plus  the  reasonable  (not  actual)  expenses  of  retaking,  holding  and 
preparing  the  collateral  for  sale.  If  there  is  extra  money,  it  will  be  paid 
to  anyone  else  who  has  a  lien  on  the  property.  After  all  lenders  with 
liens  are  paid,  the  left  over  money  will  be  paid  to  you.  It  is  not  common 
that  money  will  be  left  over.  Often,  it  is  the  lender  who  buys  your 
property  at  the  auction  sale.  The  price  the  lender  pays  must  be 
reasonable. 
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If  the  lender  is  not  fully  paid,  the  lender  may  obtain  a  deficiency 
judgment  against  you.  A  deficiency  judgment  is  a  judgment  for  the 
difference  between  what  you  owe  the  lender  and  the  amount  the  lender 
received  from  the  sale.  If  the  sale  is  not  conducted  under  the  rules 
discussed  above,  the  lender  may  lose  the  right  to  all  or  part  of  the 
deficiency  judgment. 

What  if  I  Have  a  FmHA  Loan  or  Loan  From  Another  Government 
Agency  or  Instrumentality?  If  it  is  an  FmHA  loan  that  is  being 
foreclosed,  you  may  have  additional  rights.  Federal  regulations  governing 
those  rights  are  detailed  and  arc  frequently  changed.  Likewise,  if  your 
loan  is  from  a  Production  Credit  Association  or  Federal  Land  Bank,  you 
may  have  other  rights.  Generally,  these  rights  provide  that,  under  some 
circumstances,  you  have  the  right  to  notice  of  what  the  government 
intends  to  do  and  a  hearing  to  explain  your  situation.  Those  rights  are 
beyond  the  scope  of  this  booklet,  but  are  described  in  the  books  listed  at 
the  end  of  this  booklet.  If  you  have  a  loan  involving  a  federal  or  state 
program,  contact  your  attorney. 

3.        Tax  Consequences  of  the  Foreclosure  Process. 

What  Are  the  Tax  Consequences  of  Foreclosure?  If  a  lender 
forecloses  upon  a  farmer's  or  rancher's  assets,  real  or  personal, 
the  foreclosure  is  treated  as  a  sale  of  assets  for  tax  purposes. 
The  farmer  will  have  to  recognize  gain  if  the  amount  received 
in  the  foreclosure  sale  exceeds  his  basis  in  the  property. 
Conversely,  if  the  net  amount  received  on  a  foreclosure  sale  is 
less  than  the  farmer's  or  rancher's  basis  in  the  property,  a  loss 
will  be  recognized  to  thcr  extent  of  the  difference. 

Example 

A  rancher  purchases  land  for  $400,000.  He  makes  a 
cash  payment  of  $100,000  and  gives  the  seller  a 
promissory  note  for  $300,000.  He  fails  to  make  any 
payments  on  the  note,  and  the  land  is  sold  for 
$300,000  on  a  foreclosure  sale.  The  rancher  has  a 
loss  of  $100,000  on  a  foreclosure  sale: 
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$300,000.00  Foreclosure  sale  proceeds 

400.000.00  Basis  (original  purchase  price) 

($100,000.00)  Loss 

The  loss  is  recognized  in  the  year  of  sale  if  there  is  no 
right  of  redemption.  If  there  is  a  right  of  redemption,  the  loss 
is  recognized  in  the  year  when  the  period  for  redemption 
expires  or  in  the  year  when  the  operator  surrenders  his  right 
of  redemption.  If  a  foreclosure  is  challenged,  the  loss  is  not 
realized  until  the  loss  is  finally  settled. 

Because  the  foreclosure  is  treated  as  a  sale  of  assets  for 
tax  purposes,  the  same  concerns  of  ordinary  income  apply  if 
tax  benefits  such  as  depreciation,  soil  and  water  conservation 
expenses,  or  land  clearing  expenses  were  previously  deducted. 
Again,  as  with  any  transfer,  the  possibility  of  investment  tax 
credit  recapture  must  be  considered. 

CHOICE  THREE:    FILE  FOR  BANKRUPTCY 

Filing  for  bankruptcy  is  a  drastic  action  to  take,  but  must  be  considered 
by  the  farmer  faced  with  foreclosure.  The  thought  of  bankruptcy  is  not  a 
pleasant  thought,  but  it  must  be  examined  as  one  of  the  options  available  for  a 
farmer  who  is  faced  with  financial  problems. 

There  arc  two  basic  types  of  bankruptcy.  One  type  of  bankruptcy  is 
called  a  "liquidating  bankruptcy,"  and  the  other  types  of  bankruptcy  are  "work- 
out" bankruptcy.  In  the  first  type  of  bankruptcy  you  will  be  forced  to  sell 
your  farm,  but  the  second  type  of  bankruptcy  allows  you  to  try  to  work  out 
some  arrangements  with  your  lenders  to  continue  in  business.  Each  type  of 
bankruptcy  is  discussed  separately. 

A.        Liquidating  Bankruptcy. 

How  Does  a  Liquidating  Bankruptcy  Work?  A  liquidating  bankruptcy  is 
called  a  Chapter  7  bankruptcy,  or  straight  bankruptcy.  Your  lenders,  if  you 
arc  a  farmer  as  defined  by  law,  may  not  force  you  into  this  type  of 
bankruptcy.    Filing  for  bankruptcy  is  voluntary  on  your  part. 
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ir  you  file  for  a  Chapter  7  bankruptcy,  all  of  your  property,  except  for 
certain  necessities  of  life,  will  be  sold.  The  money  from  the  sale  will  go  to 
your  lenders.  Your  property  will  be  sold  by  a  trustee  who  is  appointed  by  the 
court.  After  the  bankruptcy  is  completed,  you  will  have  no  more  debts,  except 
you  will  still  be  responsible  for  debts  such  as  alimony,  child  support,  debts 
based  on  fraud,  government  student  loans,  some  taxes  and  fines.  Also,  if  you 
haNC  concealed  or  destroyed  records  or  property,  your  debts  may  continue. 

If  I  Go  Through  Bankruptcy.  May  1  Keep  Anything?  As  mentioned,  you 
arc  allowed  to  keep  the  necessities  of  life.  Montana  law  specifies  what  are 
considered  to  be  necessities  of  life.  This  list  below  describes  the  major  things 
considered  to  be  necessities: 

1.  Up  to  $40,000  of  equity  in  a  home. 

2.  One  motor  vehicle  valued  at  $1,000. 

3.  Clothing,  household  furniture,  stoves  and  fuel. 

4.  A  small  amount  of  livestock  and  fowl. 

5.  Farm  utensils  and  equipment  not  exceeding  $600.00  in  value. 

6.  Seed,  grain  or  vegetables,  up  to  $200.00  in  value. 

7.  Certain  wages  earned  within  45  days  of  the  date  of  the  bankruptcy. 

If  the  property  described  above  is  pledged  for  a  loan  (such  as  a  mortgage 
or  lien  against  a  car),  then  the  exemptions  may  not  be  available. 

If  there  is  a  lien  against  such  property  as  an  automobile  or  a  house,  you 
may  be  able  to  keep  the  house  or  auto  if  value  of  the  house  or  auto  minus  the 
amount  of  the  debt  does  not  exceed  the  amounts  set  forth  above  and  if  the 
lender  and  farmer  agree  to  affirm  the  debt.  In  order  to  affirm  the  debt,  the 
lender  and  farmer  must  agree  that  the  lender  will  keep  the  property  and  will 
continue  to  make  payments  on  the  debt.  Lenders  cannot  be  forced  to  agree  to 
reaffirm  the  debt  and  the  agreement  must  be  approved  by  the  court. 

Before  filing  a  Chapter  7  bankruptcy,  the  farmer  or  rancher  must 
carefully  consider  the  consequences  of  doing  so.  Bankruptcy  will  remain  on 
your  credit  record  for  10  years,  making  it  difficult  to  get  credit.  Before  filing 
bankruptcy,  consult  your  attorney.  The  attorney  will  help  you  decide  if 
bankruptcy  is  appropriate. 
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B.        Workout  Bankruptcies. 

What  is  a  Workout  Bankruptcy?  A  farmer  or  rancher  filing  a  workout 
bankruptcy  is  usually  allowed  to  continue  operating  the  farm  while  trying  to 
reach  an  agreement  to  restructure  farm  debt  payments  to  a  more  manageable 
level.  In  October  1986,  Congress  passed  a  new  law  called  Chapter  12  Family 
Farmer  Bankruptcy.  The  new  law  makes  it  easier  for  farmers  to  successfully 
reorganize  their  farm  debts. 

NMio  Qualifies  to  File  a  Chapter  12  Reorganization?  A  farmer,  rancher, 
farm  corporation,  or  farm  partnership  is  eligible  for  the  benefits  of  a  Chapter 
12  bankruptcy  reorganization  if  the  farm  operation  meets  these  requirements: 

1.  There  is  less  than  51,500,000  of  debt  owing; 

2.  At  least  80  percent  of  the  debt  (usually  excluding  debt  for  the 
farmer's  house)  is  debt  from  farm  operations; 

3.  In  the  case  of  individual  farmers,  more  than  50  percent  of  the 
farmer's  income  is  from  farm  operations. 

How  Does  a  Chapter  12  Reorganization  Work?  As  with  other  types  of 
bankruptcy,  once  bankruptcy  is  filed,  no  lender  can  attempt  to  collect  any 
money  from  the  farmer,  seize  any  property,  foreclose,  or  harass  the  farmer  to 
try  to  collect  a  debt.  For  example,  if  the  lender  is  trying  to  get  a  court 
order  authorizing  a  sheriff  to  repossess  your  property,  filing  bankruptcy  will 
stop  the  court  action.  Nothing  can  be  done  against  the  farmer  unless  the 
lender  gets  the  permission  of  the  bankruptcy  court.  In  addition,  if  a  farmer 
has  a  lease  or  other  contract  that  has  not  been  completed,  which  is  not  in  the 
farmer's  best  interests,  the  farmer  may  be  able  to  reject  the  contract.  If  a 
farmer  rejects  a  contract,  however,  there  may  be  liability  for  the  damages  the 
farmer  caused.  An  attorney  can  help  explain  how  this  works  and  whether  it  is 
feasible. 

Within  90  days  after  the  Chapter  12  bankruptcy  is  filed,  the  farmer  must 
submit  a  plan  to  the  bankruptcy  court  explaining  how  the  farmer  will  settle 
with  creditors.  The  farmer  may  propose  to  pay  creditors  in  full  or  in  part, 
but  the  proposed  plan  must  have  been  submitted  in  good  faith.  Usually  the 
farmer  will  propose  to  pay  creditors  over  a  period  of  time.  Unsecured 
creditors  must  be  paid  during  a  period  not  to  exceed  three  years,  unless  the 
court  approves  a    five-year   period  of  payment.     The   value  of   payments  made 
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under  the  proposed  plan  must  equal  or  exceed  what  the  farmer's  creditors 
would  have  received  if  the  farmer  filed  a  liquidation  bankruptcy.  If  a  farmer 
does  not  propose  to  pay  his  debts  in  full,  the  farmer  must  agree  to  use  all  of 
his  or  her  disposable  income  for  the  next  three  years  to  make  payments  under 
the  plan.  Disposable  income  is  considered  to  be  any  income  on  top  of  the 
income  used  to  operate  the  farm  and  pay  family  expenses. 

Finally,  before  the  court  will  approve  of  the  plan,  all  secured  lenders 
must  (a)  agree  to  the  plan,  (b)  be  given  the  property  securing  the  claim,  or 
(c)  retain  the  lien  on  the  collateral  and  receive  payments  with  a  value  equal 
to  the  value  of  the  security. 

After  a  farmer  has  completed  a  Chapter  12  bankruptcy,  a  farmer  will  not 
be  responsible  for  those  debts  provided  for  or  disallowed  in  the  plan,  except 
for  debts  such  as  alimony  or  child  support.  Even  if  the  farmer  doesn't  make 
all  of  the  promised  payments  under  the  plan,  a  court  may  still  find  the  farmer 
is  not  responsible  for  them  if  (a)  the  failure  to  pay  the  payments  is  due  to 
circumstances  beyond  the  farmer's  control  (severe  drought,  grasshoppers),  (b) 
the  farmer  paid  the  lenders  as  much  as  they  would  have  been  paid  had  the 
farmer  liquidated,  and  (c)  modification  of  the  plan  is  impractical. 

What  If  1  Don't  Oualifv  for  a  Chapter  12  Reorganization:  If  you  do  not 
qualify  for  a  Chapter  12  reorganization  because  you  have  debt  in  excess  of  1.5 
million  dollars  or  you  do  not  meet  one  of  the  other  requirements,  you  may 
still  file  a  Chapter  11  bankruptcy.  Under  both  Chapter  11  and  Chapter  12 
bankruptcy,  the  farmer  has  time  to  negotiate  with  lenders  (and  the  court)  to 
find  a  way  to  work  out  payments.  Chapter  12  bankruptcy  is  usually 
preferable,  if  a  farmer  qualifies  for  it.  Chapter  12  bankruptcy  usually  allows 
a  debtor  to  continue  his  or  her  business  without  as  much  interference  from 
lenders,  while  lenders  have  greater  rights  under  Chapter  II.  Lenders  in 
Chapter  I  I  bankruptcy  have  the  power  to  make  their  own  plan  and  force  that 
plan  on  the  debtor,  while  in  Chapter  12,  only  the  debtor  can  propose  a  plan. 

What  Should  I  Consider  Before  Filine  Bankruptcy?  Se\cral  points  must  be 
considered  before  filing  for  a  Chapter  II  or  12  bankruptcy. 

I.  There  is  No  Guarantee  of  Success.  If  secured  lenders  cannot  be 
adequately     provided     for,     the     bankruptcy     may     end     up    as    a     liquidating 
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bankruptcy  where  you  lose  everything  except  for  those  necessities  of  life 
described  earlier.  A  large  percentage  of  "work  out"  bankruptcies  end  up  as 
liquidations.  Even  if  you  must  liquidate  your  assets.  Chapters  11  and  12  may 
give  you  more  time  to  do  so  than  Chapter  7.  Usually,  if  you  have  more  time 
to  sell  your  assets,  the  assets  will  be  sold  for  a  higher  amount.  Bankruptcies, 
however,  should  not  be  filed  for  the  purpose  of  delay. 

2.  You  Must  Be  Able  To  Operate  During  Bankruptcy.  All  your  suppliers 
will  probably  want  to  be  paid  in  cash  for  anything  they  sell.  It  is  good  to 
have  a  cash  reserve  before  you  go  into  bankruptcy  (i.e.,  you  have  just  sold 
your  crops).  Frequently,  however,  the  lender  will  have  the  right  to  any  money 
from  the  sale  of  crops  or  cattle.  You  must  be  prepared  to  convince  the  court 
to  let  you  use  that  money  for  operations.  To  do  this,  you  must  convince  the 
court  that  allowing  you  to  keep  the  cash  will  not  hurt  the  secured  lender.  An 
experienced  attorney  will  help  you  evaluate  these  arguments.  Your  attorney 
will  advise  you  on  the  proper  timing.  Further,  although  lenders  must  stop 
their  foreclosure  actions  against  you,  they  will  probably  try  to  ask  the 
bankruptcy  court  to  allow  the  foreclosure  to  continue  in  bankruptcy.  The 
bankruptcy  court  will  allow  the  lenders  to  foreclose  if  you  do  not  have  any 
equity  in  the  property  and  the  property  is  not  necessary  for  the  business. 
Sometimes  the  court  will  not  allow  the  lender  to  continue  his  or  her  action  if 
you  can  show  that  monthly  payments  can  be  made,  give  more  collateral  to  the 
lender,  or  give  some  other  assurance  to  the  court  that  the  lender  will  not  be 
hurt  if  you  keep  the  property.  If  you  filed  a  Chapter  12  bankruptcy  you  will 
be  able  to  continue  to  use  your  farm  land  during  the  bankruptcy  proceedings  if 
you  are  able  to  pay  the  lender  the  reasonable  rental  value  of  the  land. 

3.  ^'ou  \MII  Probably  N\ant  To  Discuss  the  Possibility  of  a  ^^orkoul 
Bankruptcy  \Mth  ^"our  Lender  Before  Filing.  Sometime  lenders  will  agree  to 
continue  financing  the  operation  of  the  farm  during  bankruptcy.  Some  lenders 
encourage  workout  bankruptcy  because  you  will  be  able  to  operate  more 
efficiently  if  your  other  lenders  and  creditors  are  stopped  from  harassing  you. 

4.  Before  Filing  For  a  XNorkout  Bankruptcy.  >'ou  Must  Decide  How  ^"ou 
Are  Going  To  Convince  the  Court  and  N  our  Lenders  That  \  ou  Are  Going  To 
Work  Out  ^'our  Problems.     You  must  be  ready  to  candidly  discuss  how  you  got 
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into    your   problems   and    what   specific   steps   you    will    take   to   get   out   of   the 
problems. 

5.  If  You  Are  Considering  Bankruptcy.  Consult  Your  Attorney  as  Soon 
as  Possible.  Steps  can  be  taken  now  to  make  the  possibility  of  a  successful 
workout  more  likely.  Your  attorney  might  be  able  to  assist  you  in  arranging 
to  sell  some  of  your  assets  or  turn  over  some  of  your  assets  to  lenders  to 
avoid  bankruptcy.  If  you  sell  assets  yourself,  you  may  get  a  higher  price. 
Your  attorney  might  suggest  that  bankruptcy  is  inappropriate  and  that  it  might 
be  easier  to  reorganize  or  liquidate  your  property  under  procedures  authorized 
by  state  law. 

What  Are  the  Tax  Consequences  of  Bankruptcy?  In  some  situations,  the 
tax  aspects  of  bankruptcy  are  favorable.  As  noted  previously,  the  forgiveness 
of  a  financial  obligation  results  in  ta.xable  income  to  a  debtor.  One  exception 
to  this  general  rule  applies  when  the  discharge  is  made  as  part  of  a 
bankruptcy  proceeding.  As  is  the  situation  with  the  discharge  of  indebtedness 
of  an  insolvent  debtor  outside  of  bankruptcy,  the  discharge  of  indebtedness 
inside  of  bankruptcy  does  not  give  rise  to  taxable  income  in  the  year  of 
discharge. 

Another  tax  advantage  of  bankruptcy  arises  because  either  a  Chapter  7  or 
a  Chapter  1  1  proceeding  creates  a  new  taxpayer,  namely,  the  bankruptcy 
estate.  The  bankruptcy  estate  consists  of  all  the  farmer's  or  rancher's  assets 
owned  prior  to  filing  of  bankruptcy.  The  estate  usually  has  income— and 
incurs  expenses— in  carrying  on  the  farmer's  or  rancher's  operation. 

Additionally,  the  farmer  or  rancher  may  have  income  from  wages  earned 
or  property  purchased  after  bankruptcy  filing.  The  farmer  or  rancher  reports 
these  later  amounts  of  income  on  his  individual  return,  not  that  of  the 
bankruptcy  estate. 

If  the  bankruptcy  estate  sells  assets,  the  resulting  income  tax  liability,  if 
any,  is  a  priority  claim  in  the  estate.  Any  income  tax  liability  remaining  docs 
not  pass  back  to  the  farmer  or  rancher. 

One  significant  tax  planning  election  is  whether  to  create  short  taxable 
years  for  the  bankrupt  farmer  or  rancher.  The  bankrupt  operator  may  elect  to 
divide  the  normal  tax  year  into  two  parts.     The  first  short  year  ends  the  day 
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before  the  bankruptcy  petition   is  filed.     The  second  short  year  begins  the  day 
the  bankruptcy  is  filed  and  ends  on  the  bankrupt's  normal  year  end  date. 

The  tax  owned  by  the  bankrupt  operator  for  tax  years  prior  to  filing  is 
generally  payable  out  of  the  bankruptcy  estate.  The  tax  owed  by  the  bankrupt 
operator  for  the  years  ending  after  the  filing  is  paid  by  the  bankrupt  operator 
and  is  not  paid  by  his  bankruptcy  estate.  If  the  operator  is  going  to  have 
high  income  early  in  the  calendar  year,  he  will  usually  file  for  bankruptcy 
sometime  in  mid-year  and  make  the  election  for  two  short  years. 

Example. 

A  rancher  who  is  on  a  calendar  year  sells  some  assets  in  February 
to  pay  his  debts.  On  the  first  of  April,  he  decides  to  declare 
bankruptcy.  If  the  rancher  does  not  elect  two  short  tax  years,  the 
gain  he  realized  on  the  sale  of  the  assets  will  be  included  on  the 
personal  return  he  files  for  the  full  year.  These  taxes  will  not  be  a 
debt  of  the  bankruptcy  estate.  If  he  elects  two  short  tax  years,  the 
income  taxes  on  the  gain  from  the  sale  of  assets  will  accrue  before 
bankruptcy  was  declared.  Therefore,  the  taxes  on  the  gain  will 
become  a  debt  of  the  bankruptcy  estate. 

In  a  few  rare  instances,  it  might  be  inadvisable  to  make  the  short  year 
election.  For  example,  if  the  farmer  or  rancher  projects  a  net  operating  loss 
for  the  first  short  year,  he  probably  should  not  make  the  election  so  that  he 
can  apply  the  loss  against  the  income  from  the  rest  of  the  year. 

To  summarize,  the  tax  aspects  of  bankruptcy  can  be  favorable  to  some 
farmers  and  ranchers.  The  forgiveness  of  a  financial  obligation  made  as  part 
of  a  bankruptcy  proceeding  will  not  give  rise  to  taxable  income  to  the 
operator.  The  creation  of  a  new  taxable  entity,  the  bankruptcy  estate,  also 
can  be  of  assistance  to  the  operator.  Certainly  a  financially  distressed 
operator  should  seek  tax  counsel  on  whether  and  when  to  file  to  bankruptcy. 
Additionally,  such  counsel  should  assist  the  operator  in  making  decisions 
concerning  tax  elections  if  bankruptcy  is  decided  upon. 

CHOICE  FOUR:    VOLUNTARILY  QUIT  FARM  OWNERSHIP 

If  you  are  so  tired  of  the  financial  pressure  that  you  have  lost  the  desire 
to  farm,  maybe  you  have  considered  quitting  farming.  Some  farmers  or 
ranchers  want  to  leave  farming  and  start  all  over  in  town  or  as  an  employee 
on  someone  else's  farm.     If  you  are  thinking  about  doing  this,  you  must  know 
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that    you   cannot    leave  all    your   problems   behind.      You   should  consider   these 
problems  before  deciding  to  quit  farming: 

Can  I  NNalk  Away  From  My  Creditors?  No,  you  will  still  be  responsible 
for  your  unpaid  bills.  Even  if  the  lender  takes  back  your  land  and  equipment 
through  the  foreclosure  process,  the  lender  may  sue  you  for  the  difference 
between  what  you  owe  to  the  lender  and  the  value  of  the  property  when  the 
lender  took  it  at  the  foreclosure  sale.  Because  of  declining  land  prices,  it  is 
not  uncommon  for  land  to  be  worth  less  than  the  amount  owed  to  the  lender. 
Be  aware  that  your  equipment  may  not  be  worth  as  much  as  you  think  it  is 
worth.  A  lot  of  used  equipment  is  being  sold  lately.  Those  farmers  and 
ranchers  who  have  attended  auction  sales  of  land  know  that  equipment 
frequently  sells  for  much  less  than  expected  and  for  much  less  than 
replacement  or  insurance  value.  If  your  land  and  equipment  sells  for  less  than 
what  you  owe  the  lender,  then  the  lender  may  get  a  judgment  against  you  for 
the  difference.    This  type  of  judgment  is  called  a  deficiency  judgment. 

So  ^^hat  if  My  Lenders  Have  Judgments  Against  Me?  Some  people  feel 
that  it  doesn't  make  much  difference  whether  or  not  lenders  have  judgments 
against  them.  They  believe  that  if  they  have  lost  their  farms  the  lenders  will 
not  get  anything  anyway.  Those  people  fail  to  realize  that  lenders  can  force  a 
sale  of  other  property  which  a  person  owns,  unless  the  law  states  that  the 
property  is  exempt  from  lawsuits.  Exempt  property  includes  a  home  (value  may 
not  be  more  than  $40,000),  a  truck  or  automobile  (value  may  not  be  more  than 
SI, 000),  certain  household  property,  equipment  necessary  to  carry  on  a  farming 
business  (if  the  value  does  not  exceed  $600),  and  a  limited  amount  of  livestock. 
Even  these  items  of  property  may  not  be  exempt  if  you  have  pledged  the 
property  to  a  lender  (e.g.,  you  have  a  mortgage  on  your  house  or  a  lien  on 
your  auto).  Many  people  who  quit  farming  own  such  non-exempt  property  as  a 
gun,  collectibles,  or  savings  accounts  which  a  lender  may  take  away  if  they 
have  the  correct  court  order.  Under  certain  circumstances,  lenders  have  the 
right  to  have  a  portion  of  a  person's  wages  used  to  pay  the  lender's  debt. 

In  addition  to  these  problems,  people  with  unpaid  debts  have  problems 
obtaining  credit.  Expect  to  pay  cash  for  most  everything  if  you  walk  away 
from  unpaid  debts. 
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If  I  Am  Thinking  About  Giving  Up  Farming.  How  Should  I  Co  About 
Doing  It?  If  you  want  to  gi\c  up  farming,  it  is  probably  a  good  idea  to  have 
an  attorney  or  financial  advisor  assist  you  in  negotiating  with  lenders.  Often, 
you  and  your  adviser  will  be  able  to  convince  the  lender  to  agree  to  take  your 
land,  buildings  and  equipment  back  without  looking  to  you  for  any  more 
payment.  Lenders  refer  to  this  process  as  a  deed  in  lieu  of  foreclosure.  It  is 
expensive  and  time-consuming  for  a  lender  or  creditor  to  go  to  court  to  get 
an  order  to  sell  your  property  at  an  auction  sale.  You  are  generally 
responsible  for  paying  the  lender's  expenses  if  it  goes  to  court.  It  may  be 
easier  for  the  lender  (and  you)  to  agree  that  the  lender  not  sue  you,  if  you 
will  voluntarily  turn  your  property  over  to  it.  If  the  lender  says  it  will  not 
sue  you,  GET  IT  IN  WRITING.  The  person  who  made  the  agreement  may  die, 
may  forget  or  quit  his  or  her  job  with  the  lender.  Have  your  lawyer  look  at 
the  written  documents  the  lender  gives  you  to  make  sure  it  is  adequate.  Also 
remember  that  any  time  the  lender  agrees  to  "forgive"  any  amount  you  owe 
them,  there  may  be  a  tax  consequence.  The  tax  consequences  of  forgiveness 
of  indebtedness  have  been  discussed. 

Sometimes  a  lender  will  not  accept  a  deed  in  lieu  of  foreclosure  even  if 
they  are  willing  to  agree  not  to  look  to  you  for  further  payment.  These 
lenders  may  insist  on  going  to  court  to  foreclose,  particularly  if  there  are 
other  liens  against  your  property.  Some  lenders  take  this  approach  because 
foreclosure  generally  clears  all  liens  against  the  property.  Under  certain 
circumstances,  if  the  lender  accepts  a  deed  from  you,  the  property  may  still  be 
subject  to  liens. 

If  you  quit  farming  and  you  cannot  convince  your  lenders  to  agree  not  to 
sue  you,  then  you  may  be  forced  to  file  for  bankruptcy.  Bankruptcy  can  give 
you  a  fresh  start. 

What  if.  Instead  of  Going  Through  Foreclosure.  I  Gave  a  Deed  in  Lieu  of 
Foreclosure?  For  tax  purposes,  a  deed  in  lieu  of  foreclosure  is  considered  a 
sale.    As  with  any  sale,  gain  or  loss  will  result. 

Example 

A  farmer  buys  land  for  $20,000  down  plus  an  $80,000  mortgage.    The 
farmer  defaults  on   the  mortgage  when  the  balance   is  $76,000.     The 
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fnrmcr  deeds  the   land   to  the   lender  and   is  discharged   Irom   further 
li;ibility.    The  farnier  has  a  loss  of  $24,000  calculated  as  follows: 


$  76,000.00 

100.000.00 

($  24,000.00) 


Debt  discharge 
Basis 
Capital  Loss 


Ag:iin,  ns  with  any  transaction  deemed  a  sale  for  tax  purposes,  recapture  of 
depreciation,  soil  and  water  conservation  expenses,  and  land  clearini?  expense, 
must  he  considered.  Further,  the  possible  application  of  the  investment  tax 
credit  recapture  must  be  examined.  In  fact,  all  of  the  potential  tax  results  of 
a  sale  discussed  earlier,  including  the  alternate  minimum  tax  must  be 
calculated. 
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SELECTING  AN  ATTORNEY 

An  attorney  will  be  able  to  assist  you  in  explaining  the  choices  you  are 
faced  with.  Because  this  booklet  provides  general  advice,  only  an  attorney  can 
explain  how  the  law  will  apply  to  your  situation. 

When  Should  1  Contact  An  Attorney? 

You  should  contact  an  attorney  if  you  need  to  know  more  about  the  law 
described  in  this  booklet  or  under  these  circumstances: 

1.  You  arc  unable  to  make  a  timely  payment  to  a  lender  who  has  a 
security  interest  in  your  property. 

2.  You  are  sued  by  a  lender  (do  not  delay  here—it  is  important  to  file 
papers  in  court  promptly). 

3.  You  are  buying  or  selling  real  estate. 

4.  You  are  leasing  (as  landlord  or  tenant)  a  tract  of  land  or  you  are 
involved  in  a  lease  dispute. 

5.  You  are  entering  into  negotiations  with  a  major  lender  or  want  to 
enter  a  contract  involving  large  sums  of  money. 

How   Do  1  Find  An  Attorney? 

Many  farmers  have  not  worked  regularly  with  an  attorney.  Here  are 
some  ways  to  find  attorneys: 

1.  Ask  your  neighbors  or  other  farmers  which  attorneys  they  have  been 
happy  with. 

2.  Ask  your  accountant,  financial  adviser  or  other  respected  business 
person  if  they  know  any  qualified  attorneys. 

3.  Contact  the  Montana  State  Bar  Association  at  (406)  442-7660. 
Starting  in  late  1986,  the  Montana  State  Bar  Association  will  have  a 
lawyer  referral  service. 

4.  Contact  farm  organizations  in  the  area  to  see  if  they  can  suggest  a 
qualified  attorney. 
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Farmers  faced  with  foreclosure  sometimes  have  difficulty  paying  an 
attdincy.  Some  farmers  arrange  for  loans  from  friends  or  relatives.  Other 
lainicrs  find  an  attorney  who  will  agree  to  bill  the  client  at  a  later  date.  If 
you  arc  unable  to  make  arrangements  with  an  attorney,  call  Montana  Legal 
Services  at  1-800-332-6124  and  tell  them  that  you  have  a  farm  credit  problem. 

How  Do  I   Deal  NMth  An  Atloriiev? 

Once  you  have  contacted  an  attorney,  check  with  the  attorney  to  sec  if 
the  attorney  has  handled  cases  like  yours  before,  and  whether  the  attorney  is 
familiar  with  the  law  in  these  areas.  Make  sure  the  attorney  feels  qualified  to 
advise  you  on  the  tax  consequences  of  the  transaction.  Also,  make  sure  that 
the  attorney  does  not  represent  any  of  your  major  lenders,  if  you  anticipate 
there  will  be  heated  negotiations  with  those  lenders. 

When  dealing  with  an  attorney,  keep  the  following  in  mind: 

1.  Make  Sure  You  l^nderstand  the  Cost  of  the  Legal  Ser\lces. 

Most  attorneys  will  charge  based  on  an  hourly  rate.  Ask  the 
attorney  to  send  bills  at  agreed  upon  times,  so  there  is  no 
misunderstanding  as  to  the  cost  of  the  legal  services. 

2.  Be  Honest  With  Your  Attorney. 

An  attorney's  advice  may  not  be  good  advice  if  the  attorney  does 
not  know  all  of  the  facts.  Be  honest  about  your  reasons  for 
wanting  to  do  something  and  about  what  results  you  expect. 
Generally,  anything  you  tell  your  attorney  must  be  kept  confidential 
by  your  attorney.  The  Montana  Supreme  Court  has  established  rules 
to  protect  you  by  requiring  that  attorneys  keep  certain  information 
confidential. 

3.  Seriously  Consider  The  Lawyer's  Advice.  A  good  lawyer  can't 
change  the  price  of  wheat  or  guarantee  that  you  will  not  lose  your 
farm,  but  a  good  lawyer  can  make  sure  that  you  receive  the  benefit 
of  all  your  legal  rights.  Take  the  time  to  understand  the  advice  the 
lawyer  gives.  Advice  that  was  right  for  your  neighbor  may  not  be 
right  for  you.  If  a  good  lawyer  always  told  you  what  you  wanted  to 
hear,  you  would  be  wasting  your  money.     Lawyers  have  gone  through 
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years  of  training  and  should  do  their  best  to  advise  what  is  right 
for  you.  Give  their  recommendations  serious  thought.  Even  if  the 
law  is  against  you,  the  lawyer  can  help  make  sure  your  loss  is  as 
small  as  possible.  Don't  let  your  emotions  get  in  your  way  in 
making  a  tough,  sound  choice. 

*  *  * 

The  booklets  listed  below  discuss  FmHA  loans  in  more  detail: 

Minnesota  Legal  Services  Coalition,  Farmers'  Guide  to  FmHA.  109 
pages  (1986)  (available  from  Minnesota  Legal  Services  Coalition,  908 
Minnesota  Building,  St.  Paul.  MN  55101  (612)  228-9105). 

A.  Higby,  FmHA  Farm  Loan  Handbook.  (Revised  Edition)  146  pages 
(1983)  (available  from  the  Center  for  Rural  Affairs,  P.O.  Bo.x  405. 
Walthill,  NE  68067). 
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500  copies  of  this  public  document  were  published 
at  an  estimated  cost  of  $1.30  per  copy,  for  a  total 
cost  of  $650.00  which  includes  $650.00  for  printing 
and  $.00  for  distribution. 


